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consumers substitute away from these 100ds and services which reduces the net effect
~ -:--- -

of the price increase in the cost-plus sector on overall iJUlation. Finally, the

calculation ignores second-order macroeconomic responses to the change in output

prices throu&h chanles in lovernment expenditure, interest rates and the money supply.

A summary of these calculatioDS may be useful. Recall that we wish to

increase Pacific Bell's price cap by 1.92 percent which represents the chanle in

expenses due to the shift from cash to accrual acc:ountma for OPEBs in 1993. Some

of this increase will be accounted for by the chanae in inflation; the rest must be

supplied throuah the Z-adjustment we are calculatiq. The increase in iDflation due

to FAS 106 is measured in two steps: (i) we calculate the effect of FAS 106 on the

expeDSes of an averale :~ to be 1.10 percat, and (n) we calculate the fraction of

GNP produced by firms whose prices d~ DOt already refled accrual accounting for

OPEBs to be less than 10.49 percent. Since the incidence of OPEBs across industries

is rouahly constant, we estimate that the prices at which leu than 10.49 percent of

GNP is sold will iDc:rease by 1.10 perc:em, 10 mat the iDc:reue in GNP-PI, averased

over all firms, will be less than 0.12 pIlClDt. UIiDa this bound u an estimate, Pacific

Jell's 1.92 peroeIlt price iDc:reue would tbus consist of a 0.12 percent increase in

GNP-PI ... a 1.10 perceIlt z..adjustment. The required z.actjustment (net of the

c:hanp ill GNP-PI) is tbus at least 93.74 perceIIt of the S29 million chanle in

expases, or at least S27 million.

These results are stable with respect to the various UI1IIDptions and forecasts

that we have made. In Table 2, we summarize our previous results and provide new

estimates usumiDl (i) a 100 percent increase in the effect of FAS 106 on an average
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Table 2

Summa., or Results
aad

Senslth1ty ADaly.l•

lASE CASE NATIoNAL COST-PLUS PI REVENUE
FAS In'ECI' IS SECTOR IS FOUeASY IS1.- 1.., 1"LAaGU LAaGER LAA-GEJl

PAC BEll. FAS 1.92~ 1.92~ 1.920/0 1.74%
£FFEer

GNP-PI EfFECT 0.12~ 0.23,.. O.23~ 0.12%'

Z·ADJUSTMENT 1.SOCJ& 1.6'''' 1.69~ 1.62%

9fI FAS IN GNP·PI 6.269f1 12.019f1 12.01'" 6.89%

'" FAS IN Z 93.749& 87.99'" 87.99CJi1 93.11%
.

Z 526,808 525,166 525,166 526,~29

u.s. firm, (ii) a 100 percent incr~ue in the cost.plus proponion of me U.S. economy,

and (iii) a 10 percent increase in our forecast of Pacific Bell's 1993 revenues. Clearly,

the results are iDseDSitive to the usumptiODS.
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APPENDIX
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In this Appendix, we provide the details of the derivation of the price cap

annual adjustment formulL The lolic follows that of Dr. Schanlcerman. whose

presentation of the price cap formula formed the basis of the California price cap

plan.u

Consider a multiproduct firm havina N outputs (0,·, i .1,....N) aDd M inputs

(0/, j ·1,.•.,M). We wish to calculate X aDd Z so that ill all periods, economic profits

are identically zero, i.e., that the value of total iDputi (iDcludiDI a DOI'IDIl return on

capital) equals the value of total output.· The ideDdty CaD be wrineD as

wbere PI aDd wJ daote output ad iJlput ".. rapecdgely. Dift'ereDtiatin& this

iclemity widI rtIpeCt to time yields

........, at ...~ GD bcW at GTE CaIibIIia laiapanlald. Docket I. 87·11-033,
Tri.ia! AppI. pp. 1·3.
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Appendix PI.f 2

where a dot indicates a derivative with respect to time. Dividinl both sides of the
-:. ~-- -

equation by the value of output It • 1: '11;- or C • E w/2/, we obtain
• ; J

where R and C deDOte reveaue aDd COlt. If r. deDotes the reveDUe share of output

I aDd cJ denotes the cost share of input J, then

where d denotes a percentale Jrowth rate: ., • I, I p,. 1be 8m term in the above

equation is the revenue wei&hted averap of the rates of powth of outpUt prices, and

the second is the cost-wei&hted averlle of tbe rates of powth of input prices. The

term ill brackets is the difference betweeD tbe rates of powth of weiJhted averales

of outpUts and iDputs ad is thus the chanp ill 17P. We·CID write the equation as

••• - II'R.

Thus .. powth ill~ prices leu die powth iD ootpat prices is equal to the change
..J~:if;~f~:

ill TPP~".... requires cmIy tbat .... "oats .. aero iD eveJ)' period. It does
'-';'~41~~~~

DOl ,...... COlt mt-mind_ profit _trim..... ..,.mal COlt pricina. or CODSWlt

retunIS to Klde.

.. ])I ..... DR ....-ot lusde

We beain with equation (3) from the text:
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Appendix Pale 3

tip • dpN - [dTFP - dTFp N + dw - dwN ] +.[ z· - zeN],

If we measure national output price inflation by the chanle in GNP-PI, we obtain

(7) • • GNP-PI - X + z'

where X. [ dTFP - 4TFpN ] + [ dw - dwN ] and Z'. Z· - Z·N, Since the

percentile chaDae in the relUlated finn's output price betweeD years t-l and t is just

[P, - P,_.] I P,-I' we can write equation (7) u

" -"-I •GNP-PI - X + Z' ,
"-1

so

P, - P,_I • P,-1 )( [ GNI'-'I - Z + Z' ]

which simplifies to

(8) P, • 'f-l )( ( 1 + GNI'-rl - Z + Z' ).

SiDce revemae equals price times quandty, die reveaue ..... IIIOCiated with the price

..... mequation (I) is ..., by multiplyiDa both sides of the equation by the

fIud~ 01 qu.-lty demanded:
'i;,~'''',

. ~~';'.... x~, • ff-' )( "-I )( ( 1 + GNr-rl - % + Z' )

or

(9) ~ • .... )( ( 1 + GNr-rl - %) + Z
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Appendix Plit 4

where Z represents the total dollar value of the exolenous costchan,e rather than the
-:. ~..... -

unit cost chan,e.
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